Introduction
Due to the lack of comprehensive formal legal and governance mechanisms, remarkably effective alternative mechanisms have developed in China (Allen et al., 2005) . Political connections are one such mechanism and they play an important role in the Chinese economic regime. Most previous studies of corporate political connections have used the presence or absence of state ownership or the political background of top executives to identify firms' connections. In fact, connections between corporations and the government can be built via other channels and it is meaningful to identify other important corporate strategies for building political connections.
Networking with government officials is a common corporate political strategy in the relationship-based Chinese regime. Unlike ownership-based or board member political experience-based political connections, the strategy of socializing with government officials is implemented through various social activities that are part of daily business practices and it is thus hard to capture explicitly. Although the political strategy of social intercourse has been discussed in previous studies, there is little empirical research that systematically identifies it. One exception is Luo and Ying (2012) who use a particular social activity, company visits of officials, to identify corporate political connections. In this study, we try to comprehensively capture corporate political connections built through social intercourse by measuring corporations' expenditures on political networking. We use evidence from a previous survey to construct a variable for measuring corporate expenditures on networking with government officials. Zhang and Zhang (2005) surveyed hundreds of Chinese entrepreneurs and found that firms socialize with government officials in a number of ways including inviting them for a company visit, sponsoring overseas travel, offering gifts, holding banquets, and so on. Based on their research, we use the accounting items that are most commonly used to reimburse such expenditures to construct a measure of political networking expenditures. One of the contributions of this study is determining the validity of this measure using the exogenous turnover of top local officials. We find that firms increase their expenditures for socializing with government officials when local politicians are replaced. This suggests that our measure effectively captures firms' expenditures on political social intercourse.
We further find that non-SOEs react more aggressively than SOEs when local politicians are replaced and that firms located in regions with a low level of marketization react more aggressively to the turnover of top local officials. We also use our new measure of political connections to examine the economic consequences of political networking expenditures. Consistent with previous studies (see among others, Fisman, 2001; Johnson and Mitton, 2003; Faccio, 2006) , we find that corporate political socializing expenditures have a positive effect on corporate performance and valuation, which suggests that the political connections built through social intercourse benefit corporations.
Our study makes the following contributions to the literature. First, we construct a new measure to capture corporate political connections, namely political socializing expenditures. Second, socializing with officials is a common corporate political strategy that has rarely been mentioned in previous empirical studies, perhaps because of the difficulty in quantifying political socializing. This study quantifies corporate political socializing by measuring corresponding expenditures and testing the validity of this measure by using the exogenous turnover of top local officials. Third, there are few empirical studies of the firm-level effect of the turnover of government officials in China and this study sheds some light on this research area.
The rest of this paper is structured as follows. Section 2 discusses the related literature and hypotheses. Section 3 describes the sample selection and data. Section 4 provides the research design and empirical results. In Section 5 we present our conclusions.
Literature review and hypotheses
Corporate political connections play an important role around the world (see among others, Fisman, 2001; Faccio, 2006; Faccio et al., 2006; Adhikari et al., 2006; Niessen and Ruenzi, 2010; Chen et al., 2010) . In Chinese studies, corporate political connections are generally correlated with the type of ownership (SOE vs. non-SOE) or the political experience of top executives (e.g. Hu, 2006; Yu and Pan, 2008) . US studies have documented a variety of strategies used by firms to make political connections, such as adding politicians to the board of directors (e.g. Goldman et al., 2008 Goldman et al., , 2009 , making significant political campaign contributions (e.g., Cooper et al., 2010; Claessens et al., 2008) , or incurring significant lobbying expenditures (e.g., Hill et al., 2009; Chen et al., 2009) .
Unlike the US, lobbying does not publicly exist in China. However, Chinese firms can seek preferential treatment through their private networking channels. Zhang and Zhang (2005) surveyed hundreds of entrepreneurs in Wenzhou City and Suzhou Province and found that firms build political networks by socializing with government officials. Generally, firms interact with government officials by inviting them for a company visit, holding a banquet, sponsoring the officials' travel abroad, offering gifts, and so on.
Following Cai et al. (2011) and Zhang and Zhang (2005) , we select the following accounting items as the most commonly used to reimburse the expenses related to the above-mentioned activities, i.e. travel expenses, entertainment expenses, overseas training expenses, conference expenses, social expenses and clerical expenses. Although not all of these expenses will be directly related to political socializing, Cai et al. (2011) show that entertainment and travel expenses increase firm value, which suggests that this kind of expenditure is related to political connections. In this study, we try to capture socializing-based political connections by measuring political networking expenditures. Leuz and Oberholzer-Gee (2006) find that when the political regime changed in Indonesia (i.e., after Suharto's resignation), the firms once closely connected to Suharto systematically changed their financing strategy from domestic financing to global financing. This result illustrates that the loss of political ties due to the turnover of politicians can change corporate financing strategies. However, few studies have investigated the effect of the turnover of politicians on corporate behavior in China, where corporate behavior is seen as government dominated. As an anecdotal case, Feng Lun, the Chairman of Vantone Holdings, said that "On average, I fly long-haul 180 times a year; two-thirds of these trips are related to the turnover of government officials, because the successors may renege on previous promises or agreements. . ."
1 This implies that the turnover of government officials breaks existing corporate-government connections.
In this study, we test the effect of top local government official turnover on corporate political socializing strategies and predict that corporate expenditures on socializing with officials increase when top local officials are replaced. The following policy risk argument and political connection theory support our view.
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The replacement of top local officials may create policy uncertainty (Julio and Yook, 2012) . A corporate proposal might be adopted more easily by a policy maker who is part of a well-built network; thus networking reduces policy risk. Local government, as the top administration agency in a municipal region, has the power to allocate resources; thus, firms have incentives to build political connections with local government to get access to valuable resources. An incumbent political tie will be broken when a top local official is replaced; therefore, firms have incentives to socialize with successors to re-build the political tie. Based on this analysis, we predict that expenditures on political socializing will increase when a top local official is replaced. Our first hypothesis is as follows.
H1. When turnover of top local officials occurs, corporate expenditures on political networking increase.
Firms with few natural political connections have more incentive to network with government officials. Compared to SOEs, non-SOEs have more incentive to establish political connections. Currently, the property protection regime is relatively weak in China. Non-SOEs that pay more attention to property protection pursue political connections as an alternative protection mechanism (e.g. Bai et al., 2006) . In addition, China is a centrally planned system undergoing a slow and uneven transition to a market economy. The government has the power to allocate resources, such as bank loans (see among others, Hu, 2006; Yu and Pan, 2008; Zhang et al., 2010; Lian et al., 2011) , access to regulated industries (Luo and Liu, 2009) , government subsidies (Chen, 2003; Pan et al., 2009; Yu et al., 2010) and so on. To obtain their preferred resource allocations, non-SOEs have more incentive to establish and maintain political connections. Based on this analysis, we predict that non-SOEs will socialize more aggressively when top local officials change, relative to SOEs. The hypothesis is as follows.
H2. Compared to SOEs, non-SOEs' expenditures on political networking will respond more aggressively to top local official turnover.
Previous studies have suggested that firms in poor institutional environments are more motivated to establish political connections. Faccio (2006) shows that corporate political connections are more common in countries with weak legal regimes and severe corruption. Li et al. (2006) find that private entrepreneurs are more likely to go into politics in regions with strong government intervention and poor financial development. Yu and Pan (2008) and Luo and Zhen (2008) find that political connections are more valuable for the firms in regions with low levels of marketization. Based on the above findings, we examine the effect of the level of regional marketization on corporate political networking expenditures. We use the number of listed firms in a city as a city-level marketization index and predict that corporations will increase political socializing expenditures more aggressively in response to the replacement of top local officials if the level of regional marketization is low. The hypothesis is as follows.
H3.
The lower the level of regional marketization, the more aggressively corporate political networking expenditures react to the turnover of top local politicians.
Data and sample
Our sample consists of firms with A-shares listed on either the Shenzhen or the Shanghai Stock Exchanges in the 2006-2010 period. Accounting and corporate governance data are obtained from the China Stock Market and Accounting Research (CSMAR) database. The raw data on corporate expenditures on socializing with government officials are hand-collected from the footnote of annual reports entitled "Cash flow paid relating to other operating activities."
3 We select the accounting categories that best reflect political networking expenditures, i.e., travel expenses (Chai Lu Fei Yong), entertainment expenses (Ye Wu Zhao Dai Fei Yong), overseas training expenses (Chu Guo Pei Xun Fei), meeting expenses (Hui Yi Fei Yong), social expenses (Jiao Ji Ying Chou Fei Yong) and clerical expenses (Ban Gong Fei Yong). We exclude financial firms and firms that do not disclose any of the above-mentioned expenses in a fiscal year. Panel A of Table 1 summarizes the distribution of the observations by year. It shows that nearly 40% of non-financial listed companies disclose the above-mentioned expense categories in each sample year. Panel B shows the distribution of the observations by industry. The mean of all expenses is as high as 153 million yuan in the construction industry and the mean of the ratio of expenses to sales has the highest value (41.4%) in the manufacturing industry. Panel C shows the distribution of observations by year and the type of ownership. The raw expenses are much higher in the SOE group, but the ratio of expenses to sales is highest in the non-SOE group.
Province-level and city-level top official turnover data are hand-collected from People Web 4 and local government websites. To account for the lag effect of official turnover, we collect the turnover data from 2005 to 2009. The sample covers 31 provinces (including provincial-level cities and autonomous regions) and hundreds of cities (including deputy provincial-level cities, prefecture-level cities, autonomous prefectures, municipal districts and cities administrated by a province). Generally, the top officials in a province are the provincial governor and the provincial secretary of the municipal Party committee. The top officials in a city are the mayor and the secretary of the municipal Party committee.
Panel A of Table 2 shows the number and proportion of firms in the sample (i.e., all non-financial listed firms that provide the necessary data on expenditures) and in the general population (i.e., all non-financial listed firms) that experience province-level top official turnover by year. The percentage of sample firms that experience official turnover is 34.21%, which is very close to the proportion in the general population (34.65%). In each year, the proportion of turnovers in the sample is similar to the one in the general population. These statistics illustrate that on average, approximately 30% of listed firms experience province-level top official turnover. Therefore understanding the effect of official turnover on firms is of great practical significance. Furthermore, in each year the proportion of firms in the sample that experience turnover is similar to the proportion of firms in the general population that experience turnover, suggesting that our sample does not have any selection bias problems. As there are 31 provinces in China, we further collect data on city-level top official turnover to provide more data and to analyze the turnover effect more accurately.
Panel B of Table 2 reports the number and proportion of firms that experience the turnover of city-level top officials in the sample group and in the general population by year. For each year, about 35 percent of the sample companies experience the replacement of top officials. This is very close to the percentage of non-financial A share-listed companies, namely 36 percent, that experience such replacement in the same period, implying that our sample does not have any selection bias issues.
In a given year, the top official turnover variable is province-or city-fixed. In addition to the above firmyear statistic, Table 2 summarizes the distribution of top official turnover (TOT) events by province and city. Panel C of Table 2 shows that all of the 31 provinces are included in our sample and that there are sample companies in every province in which replacement of top officials occurs. In 2007, the number of provinces experiencing top official turnover is extremely high, because the 17th National Congress of the Communist Party of China occurred in that year, and lead to many changes. Except for 2007, the turnover of top officials is evenly distributed throughout the sample period. Panel D of Table 2 shows that the sample covers about 70 percent of the cities that have non-financial listed companies. Although our sample is limited by insufficient data disclosure, a very large percentage of cities are included in the sample. In addition, the proportion of cities that experience top official turnover in the sample is very similar to the proportion of non-financial listed firms on a year-by-year basis, which suggests our sample does not have any sample selection bias problems. Each year nearly 40 percent of the cities experience top official replacement, confirming the need to analyze the effects of this common event. 
Research design

Variable definitions
Variable definitions are provided in Table 3 . The key variables of interest are political networking expenditures (AbLnExpense) and top local official turnover by province (PTO) and city (CTO).
We use the residual of model (1) as the measure of corporate political networking expenditures (AbLnExpense). Basically, the above-mentioned expenses can be divided into three parts: normal firm operating expenditures, management perks and political socializing expenditures. However, it is difficult to separate political networking expenditures from managers' perks and the measurement power of the variable is reduced if management perks are excluded from the expenses.
5 Therefore, we retain management perks but control for the variables that influence normal operating expenditures in model (1) and control for the factors that affect management perks in the follow-up main regressions to diminish the potential for measurement noise.
We use model (1) to predict the residual (AbLnExpense) by industry. where Size is the log value of total assets, Revenue is the log value of sales, and RegionLevel is the level of regional development. For detailed variable definitions please refer to Table 3 . We construct the province-level and city-level top official turnover variables, PTO and CTO, respectively. Considering the lag effect of turnover, PTO and CTO capture the turnover event in year t À 1. Table 4 Panels A and B provide the descriptive statistics of the continuous and discrete variables in the regressions. The mean of AbLnExpense is 0.09 and the proportion of sample firms that experience province-level and city-level top official turnover is 34.21% and 33.83%, respectively. The percentage of SOEs in the sample is nearly 60% and the mean of the largest shareholder ownership is 35.96%. The largest number of listed firms in one city is 130, but approximately 21 is the average number of firms in a city.
Descriptive statistics
Multivariate analysis
To test whether corporations increase political networking expenditures when the top local officials change, we construct the following model:
where AbLnExpense is corporate political networking expenditure measured by the residual of model (1) and TurnOver represents PTO and/or CTO. The other control variables are defined in Table 3 .
We chose an exogenous event, specifically top local official turnover, to test the validity of our corporate political socializing measure. As it is a validity test of our measure of political networking expenditure, we expect a significant positive b 1 in regression (2).
Previous studies use expense items as a proxy for management perks (Chen et al., 2005; Gul et al., 2011) . Although there is no theoretical link between management perks and official turnover, we control for the factors that affect management perks in model (2). The main results are shown in Table 5 . We report robust t-statistics based on standard errors adjusted for clustering at the firm level. In the first column, we put PTO in the regression and do not find a significant result. The results for CTO in the regression are shown in column (3). The significant positive coefficient of CTO means that the turnover of city-level top officials increases corporate expenditures on political networking. If both PTO and CTO are included in the regression the results are consistent. In column (2), we regress AbLnExpense on CTO to show the explanatory power of city top official turnover on corporate political networking expenditure. The coefficient is positive and significant and the adjusted R-square is 0.107. The above results confirm the validity of our political networking expenditure measure. The effect of corporate ownership type has been discussed broadly in China. Compared to SOEs, which have obvious political ties, non-SOEs have more incentives to establish political connections. We predict that non-SOEs react more aggressively when top local officials are replaced. We test the interaction effect of state ownership on the relationship of corporate political networking expenditure to top local official turnover by grouping the firms by ownership type. The results shown in Table 6 are consistent with our prediction. In the non-SOE group, corporate political networking expenditure increases significantly in response to city-level top official turnover, but the result disappears in the SOE group. This suggests that the systematic effect of local official turnover on the increase of corporate political socializing expenditure is dominated by non-SOEs, implying that non-SOEs tend to socialize with officials to create political connections when top officials are replaced. We also use the interaction method to re-check these results, and the results are confirmed. We use the number of listed firms in a city as a city-level marketization index to test whether the level of regional marketization has an interaction effect on the relationship between top local official turnover and corporate political networking expenditures. Previous studies have shown that corporations are more likely to have political connections in regions with weak legal regimes, strong government intervention and lower marketization (Faccio, 2006; Yu and Pan, 2008) . Therefore, we predict that corporations located in regions with low levels of marketization will socialize with officials more actively when top officials are replaced. To test this hypothesis, we add the interaction term of the local marketization index (NUM) and city-level top official turnover (CTO) to the main regression.
The results summarized in Table 7 show that the coefficient of the interaction term of the local marketization index (NUM) and city-level top official turnover (CTO) is significantly negative, indicating that high levels of marketization diminish the sensitivity of political networking expenditure to top local official turnover. Consistent with previous studies, we thus provide new evidence that political connections are pursued aggressively in regions with lower market orientations. We re-check this result using a ranked variable of the number of city-listed firms (NUM_1) and the result is consistent. However, the result disappears if we use the Fan-Wang marketization index instead of our NUM index, perhaps because the Fan-Wang index is a province-level index that does not reflect the variation between cities.
Additional tests
In the recent years, the value of political connections to corporations has been explored around the world (see, Fisman, 2001; Faccio et al., 2006; Goldman et al., 2009; Wu et al., 2010) . Using our new measure of Table 7 Results for levels of regional marketization (H3).
(1) political connections, we examine the economic consequences of the political ties created through social intercourse. We use return on total assets (ROAt) to measure accounting performance in year t. In column (1) of Table 8 , the coefficient of AbLnExpense is significantly positive, indicating that political ties formed through social intercourse could improve firm performance. We also examine the effect of such political ties on firm valuation, which is proxied for by Tobin's Q; the result is similar. Consistent with previous studies, we find that political connections obtained through social intercourse can increase corporate value.
We also conduct several robustness tests. First, we exclude all of the observations from 2007 as the 17th National Congress of the Communist Party of China was convened that year and thus the number of provinces that experienced top official turnover is extremely high for that year. Second, we rule out the alternative explanation that increased expenditures may be caused by increased corporate investment after top local officials are replaced. Julio and Yook (2012) find that firms reduce investments during election years. Other researchers have argued that firms may increase investments after politicians are replaced and expenses may increase correspondingly. To test this, we additionally control for corporate investment in our model and the results remain the same. Following Xin et al. (2007) , we define investment as the log value of the change in net PP&E, long-term investment, and intangible assets. We do not find a positive relationship between our measure of expenditures on political social intercourse (AbLnExpense) and corporate investment; therefore, we rule out the investment explanation.
Third, we use the IV-2SLS method to re-test the relationship between firm performance and corporate political networking expenditures. There may be an endogeneity issue in the analysis of the association between firm performance and corporate political socializing expenditure, as high-performing firms tend to have higher socializing expenditures. We choose an instrumental variable for corporate political networking expenditure to diminish the endogeneity problem. The IV we use is the average regional salary. We think that the average regional salary, to a certain extent, reflects regional consumption levels, and that the local corporate social expenses should reflect the local level of consumption. However, there is no theoretical link between firm performance or valuation and average regional salary. The results of the 2SLS are shown in Table 9 and are consistent with the OLS results. They confirm that corporate expenditures on political networking are a new measure of corporate political connections and that increased amounts of political networking increase firm value.
Conclusions
In this study of corporate political connections, we document that socializing with government officials is a common and important political strategy used by Chinese firms. We capture political connections using a new measure based on corporate socializing expenditures. Several interesting findings emerge from our analysis. First, we test the validity of the new measure using exogenous events, specifically the turnover of top local officials, which results in the breaking of corporate political ties. We find that corporate expenditures on political networking increase significantly when top local officials are replaced and this effect is stronger for non-SOEs, who seek political connections more aggressively. Second, this study shows that firms in regions with low levels of marketization react more aggressively to the turnover of local politicians, which confirms Table 9 Results of IV-2SLS regressions.
(1) 2SLS
(2 previous findings that political connections are more important when the institutional environment is poor. We also find that corporate expenditures on socializing with officials have a positive effect on corporate performance and valuation, which suggests that socializing expenditures perform well as a new measure of corporate political connections and confirms the valuation effect of corporate political connections.
